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1. Introduction 
 Earnings management  
 Accounting data management.  
 Real earnings management. 
 Earnings quality 
 Financial statement accurately and unbiased reports corporate 
operating status and financial position. 
 Earnings quality as the degree to which earnings persists or sustains 
into next period. 
 Corporate performance 
 Low earnings quality leads to low corporate performance. 
 Theoretically approved, but empirical evidences are not consistent.  
 The Puzzle of Negative Association of Earnings Quality with 
Corporate Performance in China 
 Probably, it is rational in an emerging market. 
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2. Literature review 
 Ball and Brown (1967, 1968) contend that high earning 
quality should be valued on the equity market. 
 Schipper and Vincent (2003) indicate that low-quality earnings 
can lead to a misallocation of capital, and may generate 
inappropriate outcomes for contracts that use accounting data 
as inputs  
 Dechow and Schrand (2004) state that a high-quality earnings 
number accurately reflects a company’s current operating 
performance and is a good indicator of future operating 
performance.   
 Francis et al. (2004) argue that Low-quality earnings also 
introduce an information risk to the investors, and thereby 
increase the cost of capital. 
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2. Literature review (continued) 
 Chan et al. (2006) examine the market valuation of 
earnings quality. They find that earnings increases 
accompanied by high accruals suggest low earnings 
quality.  
 Penman and Zhang (2002) document that growth 
firms in sale or net operating assets appear lower 
earnings quality. 
 Dechow and Schrand (2004) indicate that companies 
in growing industries will typically have high accruals 
and large estimation errors. 
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3. Research hypothesis 
 Based on the existing literature (for example, the last 
three) 
 Based on the existing/applied methods for the 
calculation of earnings quality measures. 
 Firm-year specific method 
 Year-industry methods 
 Dechow et al. (2010) set a framework for thinking 
about earnings quality: Reported earnings = f (X), 
where X is firm’s fundamental performance and f 
represents the accounting system that converts the 
unobservable X into observable earnings.  
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3. Research hypothesis 
 Reported earnings – benchmark earnings  
    = (reported earnings – real earnings)  
       + (real earnings – benchmark earnings). 
 
An example: 
 
 
 
 
 
Firm A earnings quality is higher than Firm B 
Firm B performance is better than Firm A 
6 
    Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 
Firm A Earnings 500 510 520 530 540 550 
  Assets 3600 3600 3600 3600 3600 3600 
Firm B Earnings 500 540 520 560 540 580 
  Assets 3600 3600 3600 3600 3600 3600 
3. Research hypothesis (continued) 
 H1: In an emerging market of economic booming, it is 
possible that high corporate performance associate with 
low earnings quality due to undulate growth. 
 H2: Earnings Management may distort earnings quality 
and manipulate corporate performance up. However, 
earnings management is not the main driver of high 
corporate performance and low earnings quality.  
 H3: The association of low earnings quality with high 
corporate performance is probably an inherent 
phenomenon of emerging market.  The fast and undulate 
growth results in the coexistence of low earnings quality 
and high corporate performance in the emerging market 
of China.   
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4. Variables and sample 
 Earning quality measures  
 
 (1) Accrual quality (Dechow and Dichev, 2002) 
 
 
 (2) Earning persistence (Kormendi and Lipe, 1987) 
 
 
 (3) Earnings predictability (Francis et al., 2004) 
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 (4) Value relevance (Francis and Schipper, 1999) 
 
 
 
 (5) Discretionary accrual (Jones, 1991)  
 
 
 
 
 
 
 
  
 
 
 
4. Variables and sample    (continued) 
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 Corporate performance measures  
 (1) EBIT/asset  
 (2) EBIT/sale 
 (3) EBIT/asset –%DA  (Cornett et al., 2008)     
 (4) CFO/asset + %NDA  
 Tobin-Q1: the market value of equity is the total number 
of shares multiplying market price.  
  Tobin-Q2: the market value of equity is the number of 
tradable shares multiplying market price plus book value 
of non-tradable shares.  
 Control variables 
 Logarithm of assets, Leverage ratio, Top5 ownership,  
Growth of sale, ST firm dummy, State dummy, B shares 
dummy, Industry dummy, Yearly dummy.       
 
 
 
4. Variables and sample    (continued) 
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 Sample 
 Our initial sample comprises the firms that issued A 
shares and were listed on either the Shanghai or 
Shenzhen stock exchanges at least for six consecutive 
years from 1999 to 2010. 
 The final sample consists of 1,176 firms with 7,921 firm-
year observations reported from 2004 to 2010.  
 The majority of data are collected from the China Stock 
Market and Accounting Research Database (CSMAR). 
  Regression model       
 
 
 
4. Variables and sample    (continued) 
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5. Empirical result 
 
TABLE 1. Summary statistics 
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Variable Definition Mean Median 
Panel A: Earnings quality measures 
  Accrual quality  0.0418 0.0266 
  Earnings persistence  0.3677 0.2157 
  Earnings predictability 0.0571 0.0248 
  Discretionary accrual 0.0051 −0.0001 
  Absolute value of discretionary accrual  0.0676 0.0360 
  Value relevance  0.1260 0.1867 
Panel B: Corporate performance measures  
  EBIT/asset 0.0264 0.0329 
  EBIT/sale  0.0254 0.0542 
  EBIT/asset − %DA 0.0239 0.0349 
  CFO/asset + %NDA 0.0178 0.0210 
  Tobin-Q1 1.8355 1.3307 
  Tobin-Q2 2.3902 1.7159 
5. Empirical result   (continued) 
 
TABLE 2. Correlation analysis  
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EBIT/
asset 
EBIT/
sale  
EBIT/asset 
− %DA 
CFO/asset
+ %NDA 
Tobin-
Q1 
Tobin-
Q1 
Accrual quality 0.046 -0.002 0.053 -0.014 -0.202 -0.244 
  (.001) (.889) (.001) (.250) (.001) (.001) 
Earnings persistence -0.084 -0.098 -0.057 -0.019 -0.043 -0.034 
  (.001) (.001) (.001) (.084) (.000) (.003) 
Earnings predictability -0.024 -0.028 -0.012 -0.093 -0.249 -0.335 
  (.033) (.013) (.275) (.001) (.001) (.001) 
Discretionary accrual (abs) 0.014 0.012 0.002 -0.049 -0.086 -0.117 
  (.229) (.286) (.0.875) (.001) (.001) (.001) 
Value relevance -0.033 -0.039 -0.029 -0.037 -0.029 0.035 
  (.004) (.001) (.010) (.001) (.010) (.168) 
5. Empirical result  (continued) 
 
TABLE 3. Regression analyses on corporate performance: EBIT/asset 
14 
  Model 1 Model 2 Model 3 Model 4 Model 5 
Intercept 
  
-0.0686 
(-1.36) 
-0.0774 
(-1.47) 
-0.1716 
(-3.57)*** 
-0.0811 
(-1.55) 
-0.1775 
(-3.32)*** 
Accrual quality -0.1846 
(-1.96)**         
Earnings persistence   -0.0108 
(-4.44)***   
    
Earnings predictability     -0.2340 
(-5.91)***  
    
Discretionary accrual 
(abs) 
      -0.1200 
(-2.10)**   
Value relevance         -0.0061 
(-2.43)** 
Logarithm of assets 0.0066 
(2.78)*** 
0.0083 
(3.51)*** 
0.0130 
(5.73)*** 
0.008 
(3.40)*** 
0.014 
(6.03)*** 
Leverage ratio -0.1461 
(-9.45)*** 
-0.1368 
(-9.06)*** 
-0.1641 
(-11.47)*** 
-0.1395 
(-9.23)*** 
-0.1847 
(-11.39)*** 
Top5 ownership 0.0003 
(1.8)* 
0.0003 
(2.05)** 
0.0001 
(0.36) 
0.0002 
(1.98)** 
0.0002 
(1.38) 
Growth of sale 0.0491 
(8.81)*** 
0.0486 
(10.36)*** 
0.0417 
(9.65)*** 
0.0494 
(10.48)*** 
0.0498 
(12.06)*** 
ST firm dummy -0.0547 
(-7.82)*** 
-0.0404 
(-6.15)*** 
-0.0477 
(-7.35)*** 
-0.0433 
(-6.85)*** 
-0.0481 
(-7.26)*** 
State dummy -0 0023 
 
-0 0073 
 
-0 0051 
 
-0 0074 
 
-0 007 
 
    
 
 
 
 
 
 
 
 
 
    
 
  
 
  
 
  
 
  
 
    
 
  
 
  
 
  
 
  
 
     
 
  
 
  
 
  
 
  
 
5. Empirical result   (continued) 
 
TABLE 4. Regression analyses on corporate performance: EBIT/sale 
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  Model 1 Model 2 Model 3 Model 4 Model 5 
Intercept 
  
-0.4979 
(-2.45)** 
-0.4992 
(-2.37)** 
-0.7184 
(-3.84)*** 
-0.4405 
(-2.08)** 
-0.7824 
(-3.79)*** 
Accrual quality -0.9394 
(-2.49)**         
Earnings persistence   -0.0504 
(-6.06)***   
    
Earnings predictability     -0.6505 
(-5.19)*** 
    
Discretionary accrual 
(abs) 
      -0.2834 
(-1.68)*   
Value relevance         -0.0341 
(-3.31)*** 
Logarithm of assets 0.0312 
(3.18)*** 
0.0379 
(4.00)*** 
0.0489 
(5.72)*** 
0.0339 
(3.60)*** 
0.0535 
(5.88)*** 
Leverage ratio -0.5026 
(-8.65)*** 
-0.4589 
(-7.85)*** 
-0.5366 
(-9.38)*** 
-0.4687 
(-8.04)*** 
-0.5924 
(-8.64)*** 
Top5 ownership 0.0004 
(0.73) 
0.0003 
(0.70) 
-0.0003 
(-0.64) 
0.0002 
(0.48) 
0.0002 
(0.36) 
Growth of sale 0.172 
(7.35)*** 
0.1652 
(8.39)*** 
0.1468 
(7.55)*** 
0.1674 
(8.45)*** 
0.1672 
(8.64)*** 
ST firm dummy -0.1489 
(-4.2)*** 
-0.0872 
(-2.48)** 
-0.1043 
(-2.93)*** 
-0.0898 
(-2.61)*** 
-0.149 
(-4.02)*** 
State dummy 0.0096 
 
-0.0082 
 
-0.0034 
 
-0.0091 
 
-0.0073 
 
    
 
 
 
 
 
 
 
 
 
    
 
  
 
  
 
  
 
  
 
    
 
  
 
  
 
  
 
  
 
     
 
  
 
  
 
  
 
  
 
5. Empirical result   (continued) 
 
TABLE 5. Regression analyses on corporate performance: EBIT/asset − %DA 
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  Model 1 Model 2 Model 3 Model 4 Model 5 
Intercept 
  
-0.0372 
(-0.74) 
-0.0402 
(-0.81) 
-0.1418 
(-2.89)*** 
-0.0505 
(-1.02) 
-0.15 
(-2.78)*** 
Accrual quality -0.1430 
(-1.43)         
Earnings persistence   -0.0078 
(-3.47)***   
    
Earnings predictability     -0.2176 
(-5.82)*** 
    
Discretionary accrual 
(abs) 
      -0.1057 
(-1.97)**   
Value relevance   
      
-0.0051 
(-1.79)* 
Logarithm of assets 0.0061 
(2.59)*** 
0.0069 
(3.12)*** 
0.012 
(5.16)*** 
0.0069 
(3.10)*** 
0.013 
(5.52)*** 
Leverage ratio -0.1397 
(-9.04)*** 
-0.1337 
(-9.17)*** 
-0.1602 
(-11.17)*** 
-0.1366 
(-9.31)*** 
-0.1779 
(-11.17)*** 
Top5 ownership 0.0002 
(1.43) 
0.0003 
(2.07)** 
0.0001 
(0.62) 
0.0003 
(2.00)** 
0.0002 
(1.53) 
Growth of sale 0.0382 
(6.73)*** 
0.0383 
(8.18)*** 
0.0319 
(7.20)*** 
0.0389 
(8.30)*** 
0.0394 
(9.40)*** 
ST firm dummy -0.0484 
(-6.73)*** 
-0.0384 
(-5.69)*** 
-0.0444 
(-6.62)*** 
-0.0413 
(-6.28)*** 
-0.044 
(-6.36)*** 
State dummy -0.0016 
 
-0.0039 
 
-0.0018 
 
-0.0037 
 
-0.0033 
 
    
 
 
 
 
 
 
 
 
 
    
 
  
 
  
 
  
 
  
 
    
 
  
 
  
 
  
 
  
 
        
5. Empirical result   (continued) 
 
TABLE 6. Regression analyses on corporate performance: CFO/Asset + %NDA 
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  Model 1 Model 2 Model 3 Model 4 Model 5 
Intercept 
  
0.0038 
(0.07) 
0.0431 
(0.84) 
-0.1051 
(-2.2)** 
0.016 
(0.31) 
-0.0315 
(-0.66) 
Accrual quality -0.2501 
(-2.62)***         
Earnings persistence   -0.0023 
(-0.77)   
    
Earnings predictability     -0.2874 
(-6.62)*** 
    
Discretionary accrual 
(abs) 
      -0.1816 
(-2.29)**   
Value relevance   
      
-0.0078 
(-2.5)** 
Logarithm of assets 0.0042 
(1.53) 
0.003 
(1.23) 
0.0104 
(4.57)*** 
0.0036 
(1.5) 
0.0068 
(3.03)*** 
Leverage ratio -0.1183 
(-9.89)*** 
-0.1168 
(-9.5)*** 
-0.1513 
(-12.81)*** 
-0.1211 
(-9.91)*** 
-0.1325 
(-9.59)*** 
Top5 ownership 0.0006 
(3.84)*** 
0.0007 
(4.71)*** 
0.0005 
(3.19)*** 
0.0007 
(4.58)*** 
0.0006 
(4.32)*** 
Growth of sale 0.0538 
(5.52)*** 
0.0585 
(6.11)*** 
0.0494 
(5.56)*** 
0.0587 
(6.11)*** 
0.045 
(4.9)*** 
ST firm dummy -0.0418 
(-5.38)*** 
-0.027 
(-3.24)*** 
-0.0345 
(-4.32)*** 
-0.0303 
(-3.8)*** 
-0.0334 
(-4.96)*** 
State dummy -0.0108 
 
-0.0147 
 
-0.0114 
 
-0.0134 
 
-0.0114 
 
    
 
 
 
 
 
 
 
 
 
    
 
  
 
  
 
  
 
  
 
    
 
  
 
  
 
  
 
  
 
    
 
 
 
 
 
 
 
 
 
5. Empirical result   (continued) 
TABLE 7. Regression analyses on earnings quality for firms with positive and 
negative discretionary accruals 
18 
Dependent variable      EBIT/asset    EBIT/sale 
      %DA>0     %DA≤0  %DA>0  %DA≤0 
Accrual quality 
  
−0.2053 
(−2.18)** 
−0.1389 
(−0.92) 
−1.0199 
(−2.45)*** 
−0.7377 
(−1.39) 
Earnings persistence 
  
−0.0032 
(−1.20) 
−0.0144 
(−4.20)*** 
−0.0318 
(−4.09)*** 
−0.0569 
(−4.77)*** 
Earnings predictability  −0.2347 (−4.59)*** 
−0.2088 
(−3.35)*** 
−0.6234 
(−3.83)*** 
−0.6627 
(−3.13)*** 
Value 
 relevance 
−0.0052 
(−1.67)* 
−0.0067 
(−1.91)* 
−0.0205 
(−1.57) 
−0.0458 
(−3.22)*** 
Dependent variable        EBIT/asset − %DA      CFO/asset + %NDA 
   %DA>0  %DA≤0  %DA>0  %DA≤0 
Accrual quality 
  
−0.1398 
(−1.48) 
−0.4769 
(−3.49)*** 
−0.4174 
(−2.80)*** 
−0.0245 
(−0.24) 
Earnings persistence 
  
−0.0018 
(−0.68) 
−0.0132 
(−4.04)*** 
−0.0022 
(−0.42) 
−0.0057 
(−1.90)* 
Earnings predictability  −0.19164 (−4.34)*** 
−0.2478 
(−3.84)*** 
−0.4541 
(−6.59)*** 
−0.0970 
(−1.67)* 
Value  
relevance  
−0.0041 
(−1.23) 
−0.0066 
(−1.70)* 
−0.0082 
 (−1.65)* 
−0.0092 
(−2.21)** 
5. Empirical result   (continued) 
TABLE 8 The differences of corporate performance and earnings quality between 
normal firms and ST firms 
19 
  ST firms Normal firms Difference %Difference t-statistics Wilcoxon test 
Panel A: Earnings quality measures 
Accrual quality −0.0655 −0.0382 −0.0273 −71.46% −2.94*** −11.92*** 
Earnings persistence 0.3386 0.3722 −0.0336 −9.03% −0.90 −7.94*** 
Earnings predictability −0.1336 −0.0452 −0.0884 −195.57% −20.44*** −29.77*** 
Discretionary accrual (abs) −0.0711 −0.0492 −0.0219 −45.51% −9.90*** −7.24*** 
Value relevance 0.1513 0.1221 0.0292 23.92% 1.45 1.57 
Panel B: Corporate performance measures 
EBIT/asset −0.0639 0.0405 −0.1044 −257.78% −8.52*** −25.41*** 
EBIT/sale −0.2397 0.0666 −0.3063 −459.91% −9.26*** −20.76*** 
EBIT/asset − %DA −0.0595 0.0399 −0.0994 −249.12% −5.53*** −18.62*** 
CFO/asset + %NDA −0.0500 0.0302 −0.0802 −265.56% −2.95*** −17.69*** 
5. Empirical result   (continued) 
 
TABLE 9. Regression analyses on corporate performance of Tobin-Q1 
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  Model 1 Model 2 Model 3 Model 4 Model 5 
Intercept 
  
16.304 
(17.13)*** 
18.6144 
(19.19)*** 
17.2809 
(17.55)*** 
18.029 
(20.24)*** 
16.1907 
(17.81)*** 
Accrual quality -3.3340 
(-3.76)***         
Earnings persistence   0.0303 
(1.49)   
    
Earnings predictability     -2.4344 
(-4.16)*** 
    
Discretionary accrual 
(abs) 
      -1.6934 
(-3.05)***   
Value relevance   
      
-0.0282 
(-0.171)* 
Logarithm of assets -0.7644 
(-16.07)*** 
-0.8001 
(-17.3)*** 
-0.7336 
(-15.5)*** 
-0.7783 
(-18.16)*** 
-0.6847 
(-15.68)*** 
Leverage ratio 0.7159 
(3.24)*** 
0.7666 
(3.36)*** 
0.4824 
(2.05)** 
0.7495 
(3.43)*** 
0.6986 
(2.79)*** 
Top5 ownership 0.0120 
(5.07)*** 
0.0069 
(3.04)*** 
0.0047 
(2.22)*** 
0.0065 
(2.87)*** 
0.0068 
(3.18)*** 
Growth of sale 0.0796 
(4.45)*** 
0.1201 
(4.03)*** 
0.0391 
(3.95)*** 
0.1141 
(4.05)** 
0.1274 
(3.49)*** 
ST firm dummy 0.2118 
(1.82)* 
0.3528 
(2.84)*** 
0.2891 
(2.51)** 
0.3126 
(2.55)** 
0.2273 
(1.84)* 
State dummy -0.0228 
 
-0.2475 
 
-0.2159 
 
-0.2384 
 
-0.2671 
 
    
 
 
 
 
 
 
 
 
 
    
 
  
 
  
 
  
 
  
 
    
 
  
 
  
 
  
 
  
 
        
5. Empirical result   (continued) 
 
TABLE 10. Regression analyses on corporate performance of Tobin-Q2 
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  Model 1 Model 2 Model 3 Model 4 Model 5 
Intercept 
  
9.9493 
(15.46)*** 
12.0605 
(17.73)*** 
11.4961 
(17.19)*** 
11.7092 
(18.79)*** 
10.3638 
(17.46)*** 
Accrual quality -1.8516 
(-2.84)***         
Earnings persistence   0.0110 
(0.83)   
    
Earnings predictability     -1.0364 
(-2.87)*** 
    
Discretionary accrual 
(abs) 
      -0.8175 
(-2.17)**   
Value relevance   
      
-0.0427 
(-1.67)* 
Logarithm of assets -0.4200 
(-13.04)*** 
-0.4606 
(-14.45)*** 
-0.4325 
(-13.61)*** 
-0.4468 
(-15.23)*** 
-0.3804 
(-13.96)*** 
Leverage ratio 0.1460 
(1.02) 
0.1494 
(0.97) 
0.0283 
(0.19) 
0.1437 
(0.96) 
0.0934 
(0.55) 
Top5 ownership -0.0036 
(-2.19)** 
-0.0075 
(-4.71)*** 
-0.0084 
(-5.3)*** 
-0.0077 
(-4.87)*** 
-0.0072 
(-4.90)*** 
Growth of sale 0.0258 
(3.60)*** 
0.0570 
(3.48)*** 
0.0226 
(3.37)*** 
0.0536 
(3.49)*** 
0.0686 
(2.79)*** 
ST firm dummy 0.0951 
(1.46) 
0.1482 
(1.99)** 
0.1210 
(1.67)* 
0.1277 
(1.74)* 
0.1042 
(1.46) 
State dummy -0.0740 
 
-0.3049 
 
-0.2915 
 
-0.3031 
 
-0.3322 
 
    
 
 
 
 
 
 
 
 
 
    
 
  
 
  
 
  
 
  
 
    
 
  
 
  
 
  
 
  
 
    
 
 
 
 
 
 
 
 
 
6. Conclusions 
 Theoretical analyses assert that earnings quality has positive 
association with corporate performance. However, empirical evidences 
don’t always support the theoretical conclusion. 
 Our regression results show that, when the corporate performance 
measures include discretionary accruals, all the coefficients of earnings 
quality measures are negative and significant at convention level. 
 When the effect of earnings management component is removed from 
the corporate performance measures, four out of five coefficients of the 
earnings quality measures are negative and significant.  
 Our further analyses on the subsamples of earnings-increase 
management firms and earnings-decrease management firms as well as 
financially distressed (ST) firms provide almost consistent results.  
 The robustness tests using market-based performance measure of 
Tobin-Q and using decile ranking of earning quality cannot generate 
results with meaningful change.  
 The negative association of earnings quality with corporate 
performance is a general phenomenon of new emerging market with 
booming economy, particularly in China.  
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Thank you very much! 
All comments are much 
appreciated! 
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